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FINAL EXAMINATION DURATION 
FIN205 – Business Finance 
 
Reading Time: 10 minutes 
Writing Time: 180 minutes 
 
INSTRUCTIONS TO CANDIDATES 
Total Marks: 60 
This exam has two sections – Section A (20 marks) and Section B (40 marks).  
Section A consists of 20 multiple choice questions each worth 1 mark. You have to attempt all of them.  
Section B consists of 6 short answer questions each worth 10 marks. Attempt any FOUR (4) questions.  
Relax, concentrate and think your answers through. GOOD LUCK. 
EXAM CONDITIONS 
 
You may begin writing from the commencement of the examination session.  The reading time 
indicated above is provided as a guide only. 
This is a RESTRICTED OPEN BOOK examination. 
Any non-programmable calculator is permitted 
No handwritten notes are permitted 
Hard copy, unannotated English translation dictionary only 
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No additional printed material is permitted 
 
1 x 20 Page Book 
1 x Scrap Paper 
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Section A 
Multiple Choice Questions 
Total No of Marks for this section: 20 marks 
This section should be answered in the answer booklet provided.   
Marks for each question are indicated.   
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Section B 
Short Answer Questions 
Total No of Marks for this section:  40 
This section consists of 6 questions each worth 10 marks. Attempt any FOUR of them. 
This section should also be answered in the Answer Booklet provided. 
Marks for each question are indicated.   
Suggested Time allocation for Section B:  120 minutes 
 
 
Question 1 (Total Marks: 10) 
Tech Inc. has a $5 million capital budget and must make decisions regarding investment projects for the 
coming year. Projects 1, 2, and 3 are mutually exclusive, and Project 4 is independent of all three. Tech 
Inc.’s cost of capital is 12 %.     
 Project 1 Project 2 Project 2 Project 4 
Initial cash outflow −2,000,000 −2,500,000 −5,000,000 −2,500,000 
Year 1 cash inflow 500,000 1,000,000 2,000,000 1,350,000 
Year 2 cash inflow 1,000,000 1,500,000 3,000,000 1,350,000 
Year 3 cash inflow 1,500,000 1,500,000 2,500,000 1,350,000 
 
Answer the following questions: 
a. Use the information on the three mutually exclusive projects to determine which of those three 
investments your firm should accept on the basis of Net Present Value (NPV). 
(Marks: 3) 
 
b. What is Profitability Index (PI)? Which of the three mutually exclusive projects should the firm accept 
based on PI? 
(Marks: 3) 
 
c. Suppose Project 4, the independent project also becomes available. Which of the mutually exclusive 
projects do you accept? (Note: Remember there is a $5 million budget constraint.) Is the better 
technique in this situation NPV or PI? Why? 
(Marks: 4) 





Question 2 (Total Marks: 10) 
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Star Production Corporation (SPC) is considering a recapitalisation plan that would convert SPC from its 
current all-equity capital structure to one including some financial leverage. SPC now has 5 million 
ordinary shares outstanding, which are selling for $40.00 each. Currently, SPC shareholders have a 
required return of 12.5%. The expected EBIT of SPC is $25,000,000 per year for the foreseeable future. 
 
The recapitalisation proposal is to issue $50,000,000 worth of long-term debt at an interest rate 
of 6.5 per cent and use the proceeds to repurchase as many shares as possible at a price of $40.00 per 
share. Assume there are no market frictions such as corporate or personal income taxes. 
 
Answer the following questions: 
a. Calculate the number of shares outstanding, the per-share price and the debt-to-equity ratio for SPC 
if the proposed recapitalisation is adopted.  
(Marks: 3) 
 
b. Calculate the expected earnings per share (EPS) and expected return on equity (ROE) for SPC 
shareholders under the proposed mixed debt/equity capital structure.  
(Marks: 4) 
 
c. Calculate the break-even level of EBIT where earnings per share for SPC shareholders are the same 
under the current and proposed capital structures.  
(Marks: 2) 
 
d. At what level of EBIT will SPC shareholders earn zero EPS under the current and the proposed capital 
structures?  
(Marks: 1) 
Please show your calculations clearly. 
 
Question 3 (Total Marks: 10) 
Write a short note explaining any five of the following concepts: 
a. Yield Curve 
b. Capital Asset Pricing Model (CAPM) 
c. Short selling 
d. Operational Leverage 
e. Internal Rate of Return 
f. Agency costs 
g. Financial (or Capital) Lease 




Question 4 (Total Marks: 10) 
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Propulsion Science is considering going public but is unsure of a fair offering price for the company. 
Before hiring an investment banker to assist in making the public offering, managers at Propulsion 
Science have decided to make their own estimate of the value of the company’s ordinary shares. The 
company’s CFO gathered the following data for performing the valuation using the free cash flow 
valuation model. 
 
  The company’s weighted average cost of capital is 15%. It has $2,000,000 of debt at 
market value and $800,000 of preferred equity at its assumed market value. The estimated free cash 
flows over the next three years, 2018 to 2020 are given in the table below. Beyond 2020, to infinity, the 
company expects its free cash flow to grow by 5% annually. 
 





Answer the following questions: 
a. Estimate the value of Propulsion Science’s entire company by using the free cash flow approach.  
(Marks: 4) 
 
b. Using your finding in part (a), along with the data provided above, find the value of ordinary shares of 
Propulsion Science.  
(Marks: 2) 
 
c. If the company plans to issue 250,000 ordinary shares, what is its estimated value per share?  
(Marks: 2) 
 
d. If you are offered 10,000 shares of Propulsion Science at $20 per share, would you consider it a good 
buy? Provide a brief explanation for your answer.  
(Marks: 2) 
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Question 5 (Total Marks: 10) 
Sarah is a shareholder in Twilight Corporation. The current price of Twilight’s stock is $55 per share, and 
there are 1 million shares outstanding. Sarah owns 40,000 shares, or 4% of the stock, which she 
purchased one year ago for $50 per share.  
 
Twilight Corporation makes a surprise announcement that it plans to repurchase 200,000 
shares of its own stock at a price of $60 per share. In response to this announcement, Twilight’s stock 
price increases $3 per share, from $55 to $58, but this price is expected to fall back to $56 per share 
after the repurchase is completed.  
 
Assume that Sarah faces marginal personal tax rates of 35% on dividend income and capital 
gains tax rate of 15%. 
Answer the following questions: 
a. In terms of payout policy, briefly explain the main differences between dividends and share 
repurchases.  
(Marks: 2) 
b. Given the tax rates that Sarah faces which form of payout is more beneficial from her perspective?  
(Marks: 2)  
c. Calculate Sarah’s (realized) after-tax return in dollar terms and percentage terms from her 
investment in Twilight shares, if she chooses to participate in the repurchase program and all her shares 
tendered are purchased at $60 per share.  
(Marks: 2) 
d. How many shares will Sarah be able to sell if all Twilight shareholders tender their shares to the firm 
as part of this repurchase program and the company purchases shares on a pro rata basis?  
(Marks: 2) 
e. What fraction of Twilight’s total common equity will Sarah own after the repurchase program is 
completed if she chooses not to tender her shares?  
(Marks: 2) 
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Thornton Corporation is attempting to determine whether to lease or purchase a new machine. The 
firm is in the 30% tax bracket, and its after-tax cost of debt is currently 7%. The terms of the lease and 
the purchase are as follows: 
Lease 
Annual beginning-of-year lease payments of $85,000 are required over the 3-year life of the lease. The 
lessee will exercise its option to purchase the asset for $1 to be paid along with the final lease payment. 
Purchase  
The $240,000 cost of the machine can be financed entirely with a 10% loan requiring annual end-of-
year payments of $96,508 for three years. The firm in this case will depreciate the equipment using the 
straight-line method over three years. The firm plans to keep the equipment and use it beyond its 3-
year recovery period.  
Answer the following questions: 
a. Calculate the after-tax cash outflows associated with leasing option.  
(Marks: 3) 
b. Calculate the depreciation schedule using the straight-line depreciation method.  
(Marks: 1) 
c. Calculate the after-tax cash outflows associated with purchase option.  
(Marks: 3) 
d. Calculate the present value of each cash outflow stream using the after-tax cost of debt.  
(Marks: 1) 
e. Which alternative—lease or purchase—would you recommend? Why?  
(Marks: 2) 
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Formula Sheet 
1. 𝐹𝑉 = 𝑃𝑉(1 + 𝑟)𝑛  
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1  where   𝑟 >  𝑔 
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13. FV (continuous compounding) = PV  nre    
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18. (1 + 𝑟)2 = (1 + 𝑟1)[1 + 𝐸(𝑟2)] 
 
19. (1 + 𝑟𝑛𝑜𝑚) = (1 + 𝑖)(1 + 𝑟𝑟𝑒𝑎𝑙)  
20. g = rr   ROE 
21. PDFS VVVV   
22. Total dollar return = Income + Capital gain or loss 
23. Total % return = Total dollar return   Initial investment 














  Variance =  22 RRP ii   
 
25.  Standard deviation =  = Variance  
 







 = E (r) 
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46. 𝑉𝐿 = 𝑉𝑈 + 𝑃𝑉 𝑇𝑎𝑥 𝑆ℎ𝑖𝑒𝑙𝑑𝑠 = 𝑉𝑈 + 𝑇𝑐𝐷  
𝑉𝐿 =  𝑉𝑈 + 𝑃𝑉 𝑇𝑎𝑥 𝑆ℎ𝑖𝑒𝑙𝑑𝑠 − 𝑃𝑉 𝐵𝑎𝑛𝑘𝑟𝑢𝑝𝑡𝑐𝑦 𝑐𝑜𝑠𝑡𝑠





















48. tt EPSD   
 
49.  𝑎𝑥2 + 𝑏𝑥 + 𝑐 = 0 
 𝑥 =
−𝑏±√𝑏2−4𝑎𝑐
2𝑎
 
50. 𝐵𝐸𝑃 =
𝐹𝑖𝑥𝑒𝑑 𝐶𝑜𝑠𝑡𝑠
𝐶𝑜𝑛𝑡𝑟𝑖𝑏𝑢𝑡𝑖𝑜𝑛 𝑀𝑎𝑟𝑔𝑖𝑛
 
 
